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Please find gnclosad your adainistratrive flle ragarding
Taxpayer's application for exempt status under saction 521 of tha
Internal Ravenue Code. After reviewing the adalnistrative fllo
and your i{etter to Texpayer., we belleves that the requlreesnts for
exampt status have not heea mat, Stated belfow Is our oplnlon why
vo do poct bolleve Taxpayer s entitied to recolve fho
aforesontioned axomption. . :

tn Emmm_ﬁmmmmr 44 T.C. 303
(1955}, agga. 1965~% C.8., 3, three principies are described as
fundamental to cooperative opsretion: (1) svbordination of
capltal; (2) democratic control; and (3) operation at cost. Ve

belleve that the principle of operstlon at cost may be subdlvided
- Iato throe saparefe conceptst (1) A pre~existing logal
obligation; (2) equltable ailocetion; and (3) an annual
al locatlen of net patronage earnlngs. ft Is well establlshed
that ln order to operate at cast & cooperative wmust ba undor 2
pre~existing tagal obtligation to return 0 1ts patroas all
margins or proflts from businass transacted by the cooperative on
behalt of tha patrons. As the court in Anarlcan Bpx Shoat Expart

: » 4 T.C. 758 (1945), ntfid., 156 F. 2d

629 (9th Cir. 1546) stateds

to order fo be & true gooperetive, there must be a
legal obligetion on the part of the sssocliatlion to
return to the producers. on s patronage basis, all
funds racelved In oxcess of the cost of the goods sold,
Such an obligation aay arise from the essocliation's
articles of lacorporation, its bylaws, or some otrher
contreect, 4 T.C, 758, 761,
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Convarsaly, {f a cooporativets doard of directors is not
lagaily sbitgsted to return net margins to its petrons and has
the discration +0 divert net margins wlithout allocating such
@argias to l¥s patrons, we balleve the cooperative will breasch S
1ts pre-axlisting legal obiligation. As a result, If & cooperative . <.
doos not have a pre-oxisting legal obligation to return net ; 8o
margins to its patrons, the cooperative will not satisty the
fuyndamontsl coeperative prianclipls of oparation at cost, and,
tharafora, will net be operating on & cooparative basls.

Based upan the above faw, we bal!eva the Taxpayer's bylaws!
should sxplliclitly state that, “the corporation [s obligatad to .
41ztribute tha not proceads from busliness with or for Its member =
and nonmeamber patrons fa proportion Yo the business with or for
such patrons,? g

Aftter coasidering our rocoamendstlions and concluslons, tf
will not bo nacessary to roturn the flle to our offlce. '
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